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32r0RE THE STATE BOARD OF EQUALI ZATI ON
0F THE STATE CF CALI FORNI A

In the Matter of the Appeal of

)
)
NORTH AMERICAN AVIATION, | NC. )

Appear ances:

For Appell ant: T.R Denpsey, Attorney at Law

For Respondent: Burl D. Lack, Chief Counsel;
Hebard P. Smth, Associate
Tax Counsel

OPLNLON

This appeal i S made pursuant to Section 26077 of the
Revcnua and Taxation Code (formerly Section 27 of the Bank
and Corporation Franchise Tax Act) from the action of the
Franchi se Tax Commissioner (now succeeded by the Franchise
Tax Board) in denying the claimof North American Aviation,
Inc,, Jor a refund of tax in the amount of "$16,141.27 for
the income year ended Septenber 30, 1944,

The Appellant, an aircraft nanufacturer, owns and
operates plants in California and other states. Its
records are nmaintained on the accrual basis,, .In 1941 it
entcred into a. contract with the United States Government
for the production of aircraft on a cost-plus-a-fixed-fee
basis at its plant at Dallas, Texas. In accounting for
Its operations under the contract Appellant charged to
accounts receivable from the CGovernment the cost Bcb%g%aé:gar-
ials, expenses of processing the materials and a Brord /
of its fee, and made corresponding credits to sales in the
amount of these charges.

BP/ suppl enental agreenent on Decenber 15, 1943, the
cost-plus-a-fixed-fee contract was converted 1nto a fixed
rice contract. The rights and liabilities of the
parties, fromand after the effective date of the agree-
nent, were to be determned as though the contract had been
on a fixed price basis since its inception, the legality -
and propriety of al 1l things done up to that time, however,
bei ng expresslg recogni zed and preserved. The anounts
theretofore paid by the CGovernment to Appellant were to be
considered attributable to payments at the fixed price
rate on finished goods delivered by Appellant to the Gov-
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ernment prior to the date of conversion. After offsetting
the fixed price cost of those goods against the anount paid
by the CGovernment, Appellant had an excess of Covernment
payments in the sum of approxi mately $33,000,000, which it
was agreed should be hel d by Appellant and applied to fized
price payments becom ng due thereafter. |t was further
agreed that accounts receivable from the Government in the
amount of approximately $27,500,000 at the time of convers-
ion woul d be cancelled by Appelfant.

The sum of these twn itens, approxi mate: = 60,500,000
(hereafter the terns approximately and approxinmaté will e
omtted), was attrlbuteé)to the Appellantts cost of mater-
i al s; expenses of processing materials dnd a prorata
Portlon of its fee under the original contract, accrued up

o the date of the supplenental agreement in connection
wth work then in progress. This anount had al so been
credited to sales. To reflect the conversion of the cost-
plus-a-fixed-fee contract to a fixed price contract
Appel  ant made journai entries (1) debiting inventories
purchased fromthe u, s, Arny in the amount of $60,500,000;
(2) crediting accounts receivable and accrued U. S, Govern-
nent fixed fees in the amount of $27,500,000; and (3)
crediting progress billings on sales contracts in the
amount of  §33,000,000,

The Commi ssioner did not ,uestion these entries in so
far as they related to the determnation of Appellant's:
total net i'ncome for the fiscal year ended September 30,
1944. H's action, here being questioned, related only to
the portion of that income to be allocated to California as
I ncome derived fromor attributable to sources within this
State under Section 10 of the Act. He concluded that the
effect of the credits to sales under the original contract
and those that would be made to sales followng the con-
version of that contract to one on a fixed price basis was
the-inclusion twice in o0& of-state sales of the amount of
$60,500,000 and he, accordingly, reduced those sales for
the period here in question by thnt amount.' The Aﬁpellant
contends, on the other hand, that it actually purchased
back fromthe United States Government inventory in the
formof-raw materials and work in progress of the value of
$60,500,000 and that the action of the Comm ssioner in re-
ducing its out-of-state sales for the psriod ended
Septemper. 30, 1944, in that anount was unwarranted

W are in accord with the position of the Conm ssioner
that the original contract, as nodified by the supplenenta
agreement, did not contenpl ate saies in an amount in excess
of the sales price of the finished goods at the fixed
prices specified in the supplemental agreenent. The con-
clusion is inescapable, however, that 1Tf the Appellant's
positian be sustained it wll receive the benef|€ for
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al l ocation purposes of out-of-state sales in excess of that
amount,  This fact is recognized by Appellant in its Annua
Report for 1943 wherein a description of the conversion of
the original contract and of Appellent's treatnent thereof
inits records is followed by the statenent:

"In considering the effect of conversion
of the contract it is to be noted that the
anounts reported as sales on the cost-plus-a-
fixed-fee basis prior to Decenber 15,1843,\M||
be duplicated in the amounts to be reported as
sales on the fixed-price basis subsequent to
that date, as billings are made to the Government
for conpleted airplanes and spare parts delivered,
to the extent of approximtely $60,500,000, the
anount of inventories acquired from the Government
upon conversion of the contract."”

The question then arises as to the adgustnﬁnt to be
made for allocation purposes as a result of the conversion
of the contract. The adjustments made by the Appellant
and accepted by the Conm ssioner as respects the deter-
mnation of Appellantys net income for the flscal(year
ended Septenmber 30, 1944, were undoubtedly pronpted by the
annual accounting concept, as set forth i'n such authori -
ties as Burnet v. Sanford & Brooks Co., 282 U. S. 359;
SecuritVy Flour Mills CO. v Commissioney 321 U. S. 281,

and United States v.—lews, 340 U.rS. séo._ y _not
necessarily tolTow that adjustnents made in the light of
that concept nust be recognized as a matter of allocation
On the other hand, the same considerations that led to the
adoption of that concept in the determnation of net in-
conme are rather persuasive for its adoption as a genera
rule for allocation purposes.

The Appellant has stated its agreement with the view
of the Conm ssioner that bookkeeping entries are onl¥
evidentiary of what has been done and that the real fTacts

control. The facts relied upon by the Appellant relate
for the nost part to transfers of title to property be-
tween Appellant and the Governnent. It is alleged that

title to the raw materials and work in progress priginally
passed to the CGovernment under the cost-plus-a-fixed-fee
contract, that title to that property passed back to Ap-
pellant as a result of the conversion of that contract to
a fixed-price contract under the supplemental agreenent,
and that title to the same property again passed to the
Government in the form of finished goods under the revised
contract. Each of these_Passages of title is asserted by
Appellant to be a sale with the consequence that its out-
of -state sales include both the original sale to the
CGovernment of the raw materials and work in progress and

t he subsequent sale to the Government of the finished
goods enbodying those raw materials and work in progress
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Appellantts position as to the two or duplicate sales
of the same itens nmay be entirely correct as respects the
law of sales. That position |oses sight of the fact, how
ever, that the amount of its sales is material in the
resent controversy, not from the standpoint of that [aw or
rom the standpoint of proper accounting, but solely as a
nmeasure of Appellant's activity within and w thout "Califor-
nia. -Appellant's manufacturing activity at its-Dallas
plant, as conmpared with its California act|V|t¥], was not
affected in the sl|ightest degree by the fact that its con-
tract with the United Stateswas nodified as respects the
met hod of conputation of the amount to be paid to it there-
under, Evidence and argunent directed nerely at justifying
the inclusion twice in out-of-state sales of the sales in
question under these circunstances do not, in our opinion,
meet the burden inposed uponthe.taxpayer under Butler
Brot hers v, McColgan, 315 U.S. 501, E%I son California
Stores._lnc.” Vi McColzan 30 Cal., 2d™47Z, and John Deere
Plow Co. v, Franchis€ Tax Board, 38 Cal. 2d 214 appeal
dismissed by United States Supreme Court My 5, 1952, of
establishing by clear and cogent evidence that extra-
territorial val'ues have been ftaxed. we do not believe,
accordingly, that we would be warranted in concluding, on
the basis of the record before us, that the action of the
Commi ssi oner was erroneous.

Pursuant to the views expressed in the opinion of the
tBﬁardf on file in this proceeding, and good cause appearing
erefor,

I T 1S HEREBY ORDERED, ADJUDGED AND DECREED pursuant to
Section 26077 of the Revenue and Taxation Code that the
action of the Franchise Tax Comm ssioner (now succeeded by
the Franchise Tax Board) in denying the claimof North
Arerican Aviation, Inc,, for a refund of tax in the anount,
of $16,141,27 for the income year ended Septenber 30, 1944,
be and the same is hereby sustained.

Done at Los Angeles, California, this 7th day of
Oct ober, 1952, by the State Board of Equalization.

,  Chairman
Wm. G Bonel |i , Menber
J. H Quinn , Menmber
Geo. R Reilly, , Member
Thomas H._ Kuchel , Member

ATTEST: Dixwel | L., Pierce. , Secretary
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